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1 rather than marainal costs are used. Since average costs exceed marginal

2 co.t., a deficit will be created for the cellular carriers' operation. which

3 will need to be made up throuah higher prices for the ·radio elements· of the

4 carriers operations.

5 The CSI proposal also does not correctly treat economies of scope. For

6 functions currently provided by the carrier's KTSO, the reseller svitch vill

7 increase costs to cellular carriers vho vill be required to provide the

e lervicel for the re.eller Iwitch. The CSI proposal takel no account of these

9 COlt differences vhich arise from economiel of .cope, but rather assumes that

10 the COlt of providinl cellular lervice. vill be identical for the carriers'

11 own netvorks and for the reseller Ivitch. The CSI proposal vould again lead

12 ~ to a lOIS of economic efficiency and to higher prices for consumers since

13 cellular carriers' COstl (aside from LEC interconnection costs) vill not

14 decrease by al much al their revenues because the COltS of servicing the

15 reseller .vitch vill be hiaher.' Thus, the CSI proposal incorrectly treats

16 both economies of scale and economies of scope becau.e it is based on average

17 (instead of .arginal) COlts of the cellular carrier. The marginal cost is the

18 difference between carrier provi.ion of the entire whole.ale service compared

19 to provision of part of the service by the carrier and the remainder provided

20 by the reseller svitch, and properly reflects the costs which are caused by

21 accoamodating the reseller svitch.

22 9. Q. Your criticism of the CSI proposal of Hr. Xing identifies the

23 ule of averale rather than incre.ental COlt a. incorrect. Do other proble••

24 exi.t vith the ule of an averaae co.t approach?

25 A. Ye., the .ethod u.ed by Hr. Xina to calculate averaae co.t corre.pond. to

26 a fully di.tributed co.t (FDC) approach. As alao.t all profes.ional

27 econoai.ts have aareed, an FDC approach i. inherently arbitrary and bears no

28 ' Obviou.ly, the carrier vill avoid landline interconnection costs, but
29 fro. the perspective of the COD.uaer there is no co.t .avina since the reseller
30 vill simply take over payina these costs.
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1 relationship to the goal of economic efficiency.' The essential mistake in

2 Hr. King's approach, a. vith all FDC approaches, is that he attempts to

3 apportion the fixed and co..on costs, e.g. the KTSO, based on arbitrary

4 allocation factors vhich are not based on cost causation. Since the KTSO does

S a nuaber of operations such as providing hand off capability, switching calls

6 to the landline network, and maintaining billing information, its processor

7 and ••ory provide inputs to uny jointly done functions. When multiple

8 output. are produced incre.ental cost, i.e. the co.t of increasina (or

9 deerea.ing) a given operation is Yell-defined, but an average cost of each

10 operation is not well-defined becau.e of the neceslity of allocating the joint

11 and CODon co.ts.

12 A siaple exaaple .ay be u.eful here to shov the difference between fully

13 di.tributed cost and incre.ent.l cost. At KIT I have a de.ktop p.rsonal

14 co~ter (PC) which is hooked up to a Laser Jet printer. The PC software

1S allows .e to run co.puter programs and to print simultaneously. Nov a.sume

16 that ay depart.ent chairm.n i. considering setting up • netvork to share

17 printers, but he face. the problem of deciding what my current co.t of

18 printing i.. Th. cost of the print.r is easy to a••ign to printing because it

19 i. u.ed for only ••inlle talk. But how auch, if .ny, of the cost of the

20 •••ory in .y PC should be .,signed to printing? The .emory is used for both

21 proc•••ing progra.s .nd for printing. An FDC .lloc.tion of m.mory based on

22 .oae factor, e.g. the clock time per day th.t I am printing divided by tot.l

23 time the coaputer i. turned on, i. clearly arbitr.ry and probably bears little

24 or no rel.tion.hip to the correct cost causation ••••ur.. But, incremental

25 cost i. well defined. It i. the cost difference between my PC me.ory

26 configured for the printer network and my PC memory configured to do stand

27 alone printinl' There is probably very little cost difference. (Simil.rly,

28 avoided co.t would consider vhat costs of .y current PC would be eliminated by

29 'See e.l. S.J. Irown and D.S. Sibley, The Theory of Public Utility
30 'ricin" (Caabridle University Preu, 1986, p. 60) who .tate, ·Although FDC
31 pricinl h.s no claim to economic efficiency and is to a large degree
32 .rbitr.ry••• •
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1 the printer network.) Thus. fully distributed costs are alw.ys incorrect;

2 COlt c.us.tion .e.lure.entl r.quire .n incremental or .void.d cost appro.ch

3 wh.n attemptinl to •••Iure competitive price r.sponles.

4 10. Q. You st.t. th.t Hr. Kinl us.s .n FOC appro.ch in his esti••tion

5 of -landline- co.ts of the cellul.r c.rriers. C.n you provide .x.mplel of his

6 FOC ••thodoloIY?

7 A. Ye., many .uch .xample••xi.t in Mr. Kinl' ••tt.chment.. 1 fir.t consid.r

8 hi. investment alloc.tion. (e.l. Attachment A. Workshe.t 1.1).

9 (1) Mr. Kinl .s.iln. 50% of the Iwitchinl investment (line 4) to his

10 ·r.dio· cat'lory and 50% to his -landline- catelory. This .rbitr.ry

11 .lloc.tion .ttempt. to divide the common co.t of the MTSO into two

12 p.rts. but the alloc.tion is not b.s.d on any underlyinl .conomic

13 principle. of co.t c.u••tion.

14 (2) Hr. Kinl then t.k•• the .rbitr.ry ••ount of .witchinl -u.ed- by the

15 l.ndline c.telory and divide. it by the .um of Iwitchinl, b.se

16 controller, .nd r.dio channels to alloc.te the power invest••nt catelory

17 (Line 3). Sine. the alloc.tion is b.s.d on an .rbitr.ry FOC alloc.tion,

18 the re.ult is .rbitr.ry .lso.

19 (3) For the oth.r invelt.ent c.teaorie., buildina. (line 1), l ••••hold

20 i.prove.ent. (line 2), and tools and equip.ent(line 7), Hr. Kinl then

21 .dds toaether the switchina and power co.ts and divides by tot.l

22 inve.tment cost to let. r.tion factor for thel. c.telories. AI.in the

23 roc allocations are totally arbitrary.

24 lodeed, it is straiahtforward to demonltrate that Hr. Kina's entire investment

25 allocation calculation depend. entirely on the arbitrary 50% allocation for

26 Iwitchinl. For in.tance, if the 50: f.ctor were inste.d 25%, the co.ts

27 allocated to hi. landline catelory would be 1/2 a. Ir.at, and 10 on. Clearly,

28 to find t~.t .lloc.tion of c.telories .uch as buildinll and le.lehold

. 29 improv••ents i. entirely determined by the .rbitr.ry alloc.tion of Ivitchinl

30 inve.t••nt d.monstr.te. how .rbitr.ry FDC and Hr. Kina's proc.dur'l .re.
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1 Next, I consider Hr. King's allocation of operating expenses (e.g.

2 Attachment A, Vorksheet 1.2).

3 (1) For the .aintenance (line 1), depreciation (line 2), and other

4 operating categories (line 5), Hr. King's allocation is driven entirely

5 by his initial arbitrary assilnaent of the 50% factor for switchinl

6 investment which I described above. That buildinl maintenance costs are

7 calculated using an arbitrary allocation of switching investment again

8 demonstrate. the arbitrary nature of FDC allocation•.

9 (2) Hr. King allocate. operating costs of customer account. between his

10 radio catelory and landline category using an arbitrary factor of 33%

11 for the landline catelory. Again, this factor is completely arbitr~ry.

12 (3) Hr. Xinl then allocate. G'A expen.es ba.ed on hie eetimatee of the

13 other categories of operating co.t, which are in turn based on the

14 arbitrary 50% assumption for switching investment and the 33% aeeumption

15 for cuetomer accounte. 7 Thie allocation of G'A expenses is an example

16 of attribution of common cost by the attributable cost method (ACH)

17 which is a common approach to PDC allocations.'

18 Laetly, I coneider Hr. Xing'. eettaate, of operatione income, usage

11 rate., and whole.ale operation. return Ce.g. Attachment A, Vork,heet. 1.3-

20 1.5).

21 (1) Hr. King attribute. 30% of revenue. to acce•• charges and 70% to

22 operation.. Thi. e.tiaate i. arbitrary, but even .ore importantly is

23 not cost ba.ed .ince price. (and revenue.) depend on demand conditions

24 as veil a. cost conditions. Thus Hr. ling's use of this number to

25 estimate ·u.age revenue. (Vortsheet 1.3, line 2) which he later u.e, to

26 7 Hr. Kina use. an additional arbitrary a••uaption of the co.t per radio
27 channel frequency in hi. calculation••

28 • See e.g. Brown and Sibley, Ope cit. p. 45 or 1.1., ·An Analy.is of Fully
21 Di.tributed Co.t Pricin. in legulated Indu.tries,· Bell Journal of Econo.ics,
30 11, 1180.
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1 derive his proposed tariff is arbitrary and not based on correct

2 economic considerations.

3 (2) When Hr. Kinl then takes the current wholesale tariffs (e.g.

4 Worksheet 1.4) and divides them into a radio catelory and landline

, catelory he use. his landline investm.nt calculation (which is entirely

6 ba.ed on the arbitrary 50% Iwitching al.umption), the income calculation

7 (which i. b,.ed on the arbitrary 30-70% split of revenues and the

8 arbitrary '0% switching as.umption), and the operating expenses category

t Cba.ed on the 50% switching a.sumption and the 33% customer accounts

10 assumption) •9

11 Thu., each cat.lory i. ba.ed on arbitrary PDC assumptions so that the fin~l

12 calculated tariffs are allo completely arbitrary. AI I have testified before,

13 fully di.tributed cost ha. universally and properly been rejected as a ba.is

14 for public utility pricina. The Co.-is.ion would be required to renounce it.

15 goal of economic efficiency if it adopted the mc approach put forward by Hr.

16 Kina and CSI.

17 KOIft'llLY ACCISS UVIIIUIS ,uny COVll 'l'III PIUJ) COSTS or Tn CELLULAl NETWOIlC
18 VlICR WILL NOT II ILIKIHATID IY A IESILLIl SWITCH

lt 11. In your di.cu••ion of Kr. Kina'. allocation of op.ratina income,

20 you .tated that a•• ignaent of revenue. fro. acce.. and revenues from

21 9 Yet another problem existl with Ilr. Kina' ••ethodolOIY. nen he applie.
22 his rate of retum to a c.rri.r'. -r.te b••• ·, h. use. tr.ditional r.t. of return
23 accountina .ethod. on ...r••e net plant Ce.a. Attachaent A, Work.heet 2.5) which
24 u••• hi.toric in.e.t88nt b••i. for plant in u.e. Por in.tance, for the Lo.
2' An.ele. Liaited '.rtner.hip ('.cTel) h. omit. over $3tllK in r.tire.ent. during
26 the lt8t ye.r. (LA SKIA Liaited 'artner.hip, Year End.d Dec. 31, It8t, p. 1')
27 The.e retireaent. .re c.u.ed by inve.t.ent in iaproved .witchina equipment and
28 r.dio frequency channel equipaent. Note that the.e retire..nts occurred before
2t '.cTel w•• in oper.tion for e.en five years, well before the equipment wa. fully
30 depreci.ted. U.e of tr.ditional r.te of retum .ccounting .ethod. viII aive •
31 .isle.ding calcul.tion in • dynamic industry .uch •• c.llular where nev and
32 iaproved equip.ent i. put into .ervice replacina Ie.. technololically advanced
33 equip.ent.
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1 op.ration. i. incorr.ct b.cause the allocation i. ba.ed on an arbitrary

2 factor. Is Hr. KinS'. treat.ent of access incorrect in other respects?

3 A. Ye•• his approach i. incorrect becau.e Hr. KinS propo.es to eliminate

• aonthly access revenues to the carrier. from CSI customers. In his proposed

5 Cellular Tariff. for the cellular carriers (e.g. Attachment A for LACTC.

6 Schedule Cal. PUC-T) no monthly access charse is included. This approach is

7 siaply wrong. w Cellular networks. as with all telecommunications networks.

8 have a large proportion of fixed (or lunk) costs .s a proportion of total

9 costs. c.f. my e.rlier Phale II testimony (p. 16). As I st.ted there. -A rule

10 of letting price equ.l to m.rgin.l cost would le.d to large economic losses

11 .nd. l.ck of econoaic vi.bility for. cellul.r c.rrier.- In this type of

12 situation. it is co..on for • telecommunication. provider to recover its fixed

13 costs and its v.ri.ble costs by • combin.tion of • monthly access charge and •

14 per minute usage fee. For inst.nce, Pacific Bell and other LECs utilize this

1S type of t.riff for both exchange access and for IXC access which uses a

16 monthly subscriber line charge (SLC) plus a per minute charge. Typically. the

17 proportion of cost. recovered from the monthly accesl charge comp.red to the

18 per minute us.ge ch.rge depends on the r.tio of fixed to v.ri.ble COltS. but

19 it al.o depends on demand conditionl .nd the degree of competition in the

20 aarket. The fixed cost. mUlt be recovered for the cellul.r provider to remain

21 economic.lly vi.ble, and much of the fixed costs .re not elimin.ted when.

22 cUltomer switch.s to • r.s.ll.r switch. Thus. contr.ry to the CSI propos.l

23 put forw.rd by Hr. IJng the c.rrier monthly .cce.1 ch.rge cannot be

24 .limin.ted.

25 12. Do•• the fiK.d co.t and .cce•• f.ctor••ff.ct the n.twork

26 configur.tion propo••l of Hr. Vidm.r (Dual-.y.t.m .cc•••• p••), Hr. laney

27 Cpp. 3-4), and Hr. Hid,l.y (Filur. 1, p. 1A)?

28 A. Ye., the CSI int.rconnection propol.l •• put forw.rd by e.ch of the••

29 10 The only r.v.nu••llow.d by Hr. Kinl for the carri.r. that i. not u'.le-
30 b••ed i. a one-time charge for ••ch T-1 trunk.
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1 individual. hal the CSI releller Ivitch connected to both c.rriers' KTSOs.

2 Bec.u.e the CSI propol.l envisions the reseller switch using either carrier's

3 switch interchange.bly, the fixed costs of e.ch carrier will incre.se comp.red

4 to the current situ.tion where each carrier knows its number of customers and

, can forec.st its tr.ffic lo.d with lome degree of cert.inty. Becaule a

6 cellul.r c.rrier will not know how CSI's use of its HTSO and r.dio component

7 of their network viII fluctu.te over time, c.rriers will be required to build

8 enough capacity to handle .11 reseller customers in order to m.int.in service

9 qu.lity stand.rds .t current u••ge levels. The extra cap.city will lead to

10 higher costs to society for the provision of cellul.r service, and it will

11 .lso likely lead to higher .ccess t.riffs (holding other factors equal) for

12 cellul.r customers.

13 A USILLIll SVITCH HAY LJ4I) TO BIGBEI. PIlICES TO COHSUDIlS AHD 1lITAllD FUTUU
14 TECHNOLOGICAL ADVARCINIHT

" 13. Q. iiI1 these higher co.ts .ffect price. to retail cu.tomer.?

16 A. Y•• , in m.rk.t. where pric•••r. d.termined by co.petition •• in cellul.r

17 ••rk.t., higher co.ts typic.lly le.d to higher pric... CSI witnesses h.ve

18 cl.imed that co.t. to c.llul.r c.rri.r. will b. low.r th.n .t the pre••nt tim.

19 giv.n • reseller Iwitch. Thi. co.p.ri.on i. incorr.ct .ince in comp.titive

20 ••rket. economic .ffici.ncy and pric.. will dep.nd on the tot.l co.t of

21 provi.ion of cellul.r ••rvic. including the c.rri.r. cost.' and the re••ller

22 .witch co.t.. Unle•• the r••ell.r .witch i •••rk.dly more .fficient .t

23 p.rforming the -landlin. functionl- than the c.rrier.' current Iwitch•• , which

24 ••••• highly unlikely, tot.l .y.t•• COlt. will incr•••• with the in.t.ll.tion

25 of • re.eller .witch. Furth.rmor., the ••••nti.l .conoaic fe.tur. of

26 competition in cellul.r aarket. which cr••t.. imp.rfect coap.tition--the

27 pre••nce ~f two c.rrier. in e.ch mark.t--yill not change with the oper.tion of

·28 • re.eller switch. Thu., contr.ry to DllA contention. that a releller Iwitch

29 would l.ad to low.r pric•• , the•• high.r co.t•••y well l ••d to higk.r pric••
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1 for retail cu.toaer•• 11 An important economic point of the CSI proposal is

2 that it will rai.e overall cellular costs--it does not provide a 'free lunch'

3 to cellular customers. These higher costs viII need to be reflected in higher

4 prices by the cellular carriers, but the CSI proposal takes no account of the

5 impact of hiaher costs upon prices.

6 14. Q. Do~. the CSI propo.a1 bal.nc. ri.k and r.turn .ppropri.tely?

7 A. Bo, the CSI propo••l .tt.mpt. to .h.r. in the e.rninl.of successful

8 inv••tments by the c.llul.r c.rriers with little risk to the.selves. In.y

9 viev the CSI propos.l i. an example of r.nt .eekinl beh.vior which is f.r

10 different from the competitive development. in other .re.. of

11 telecommunic.tions which Hr. Kina reviev. in his te.timony. (pp. '13-16) In

12 e.ch of those situ.tions competition v.. permitted in • previous monopoly

13 litu.tion vhere the aonopoly provider f.ced rel.tively little competition and
14 little economic risk. ThuI, the monopoly provider h.d close to a guaranteed

15 return which V.I the b.lil of r.te of return regul.tion. Cellul.r differs

16 in at least two import.nt respects. Pirst, no one ever au.r.nteed cellular

17 11 S.e Karch 22. 1991 lett.r froe DIA to H•• Donn. V.loner of the CACD,
18 p. 1. The ailtak. in the Db'. econo.ic r•••oninl can be .xpl.in.d by the
19 following li.pIe .UllpIe. Alluae th.t the FCC h.d lic.nled only ••ingle
20 c.llul.r c.rri.r in .ach CISA and th.t c.rri.r. w.r. unr.aul.t.d. If. r•••ll.r
21 .witch incr••••d the aoDopoli.t'. co.t., it. price would .lso incr•••••
22 lncr••••d ·down.tr...• coap.tition doe. not .ff.ct the .onopoli.t'. markup of
23 price ov.r co.t.inc. only the final pric. el••ticity of d.aand from ret.il
24 cu.toaen (which hal not chana.d) d.ter.in.. the urkup. Under iap.rfect
25 co.p.tition •• in the duopoly .itu.tion, .conomic th.ory cannot make an .x.ct
26 prediction on the direction of the chana. in price.. Bow.v.r, incr••••d cost.
27 typic.ll, have the .ff.ct of incr••••d pric.. .b••nt r.t. of r.turn typ.
28 r.gul.tion in • previou••onopoly .ituation. Ev.n the DIA recoaniz.1 that .n
29 iaport.nt qu••tion i. wh.th.r the res.ll.r .vitch propos.l can b. ·.ccompli.hed
30 econOllic.lly.· (ibid., p. 2) Thu" the DIA'. que.tion on the .conoilic
31 f••sibility ••••• .t odd. vith ita their contention th.t lover prices viII
32 n.c••••rily re.ult.
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1 carriers a rate of return on their investment. 12 Indeed. cellular carriers

2 took considerable ri.k in constructing their networks. and early on (about

3 1985) many coamentatorl predicted that cellular would never be that

4 luece'lful. 13 Even today. the implicit rilk built into the Itock market

S price~ of cellular coapanies is 2-3 times higher than for LEes or for AT'T.
6 Second. cellular carriers are not a monopoly; they are a duopoly in which no

1 one. in any area of the entire U.S •• has ever demonstrated collusive behavior.

8 Thu•• Hr. King's reference to the -unbundling of the monopolist's rate

9 Itructure on a cost-.upported basis- (p. 1S) is .imply inappropriate since

10 there is no monopoly in the provision of cellular service. Hr. King claims

11 that a duopoly i. -hence [al largely non-competitive- market (p. S). but he

12 hal no basis in economic theory or in the actual facts of California cellular

13 aarkets to .upport his statement. 14

14 The FCC established the ground rule. for competition in cellular

1S telephone. and carriers made their investment decisions accordinlly. The FCC

16 is now allowing for increa.ed competition in mobile telecommunication. vith

17 its Fleet Call decision and through future entry of personal coaaunications

18 ,ystems (PCS). lesellers are certainly free to bid for SKI system. or to

19 build PCS networks in the future. If they are succes.ful. they vill receive

20 the revards for their risks. But here resellers ask for a share of the

21 cellular carriers earninls using a -back door- form of rate of return

22 12 The Deci.ion found cellular risk to be substantially different from the
23 aoaopoly telecoa.uaications market. (D.90-06-025. Findinl 82. p. 99) Also. the
24 Decilion found that unlike monopoly LICs. cellular carriers have no captive
25 market of monopoly ratepayers. (Finding 81. p. 100)

26 13 The aarket value of cellular franchises at that ti.e vas about $10-12
21 dollars per pop (persOD in the relevant CHSA); the current price is 20-30 times
28 hiper.·

29 14 The Decision found that the record does not substantiate that cellular
30 carriers are eaminl an excessive return on their invest.ent. (Conclusion 20.
31 p. 105)
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1 relulation.1.5

2 15. Q. Vill a re,eller switch affect incentive for future

3 technololical advance in aobile telecommunication'?

4 A. While the economic tradeoffs on a .tatic bali. between claimed increased

5 future innovation by relellers and the hilher cost which will be caused by a

6 releller ,.itch cannot be quantified vith any delree of certainty, a

7 Co.-illion decision in favor of the CSI propo.al could certainly dampen

8 incentive. for future development of mobile telecommunications in California.

9 Thu., the Commis.ion'. ·vital loal· (Decision, p. 17) of incentive. for

10 technololical advancement would be compromi.ed. A••ume I am a po.sible peS

11 provider who in 1992 i. decidinl whether to construct a netvork. I will face

12 conliderable rilk vith no auarantee of a luccellful return. However, if it

13 turns out my netvork il lucce.sful, .hould I expect the resellers to appear

14 alain and a.k for a .hare of my eaminls lince I can be hooked up to the

15 releller Iwitch? Econoaic .tudies have demonstrated numerous times that

16 inve.tment in new product. il .tronaly influenced by prolpective return, and

11 the CSI propolal i. basically a proposal to Ihare in the return of succes.ful

18 projectl vithout takinl the ri.k of investment in project. which .ay vell turn

19 out to be un.ucce'lful.

20 16. Q. lill the CSI propo.al have an impact on the cellular indultry

21 and the relulation of the indultry if the rcc arant. PCS licenle.?

22 A. Yel. The CSI propolal will have an adver.e iapact on the cellular

23 indu.try for the likely forthcoain. competition betveen cellular and pes
24 tecbnololie.. Cellular telephone will be made le.s coapetitiv. becaule of an

25 uneconoaic added layer of CO.tl that a re.eller Ivitch will create.

26 "Iulator. will be left with the difficult talk of tryina to balance the

27 u Hr. ~inl and the CSI have repeatedly alked for ·COlt baled· tariffs and
28 their propolal is a fora of r.t. of r.turn r'aulation. Pl.... ,.e Appendix A
29 for referencel to thele previoul Itate.entl.
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1 interests of carriers. resellers. nev PCS carriers. and consumers in the face

2 of the cellular industry being saddled vith an inefficient cost structure and

3 inefficient reBulation. Thus. increased costs vill harm consumers now and

4 vill harm competition in the future because of a less efficient cellular

5 industry.

6 THE CSI PROPOSAL DOES NOT IIPL1CT KAIIIT REALITIES FOR CELLULAR SERVICE

7 17. Q. Is the CSI propos.l for pricing practic.l given m.rket

8 r ••lities in cellul.r telephone?

9 A. No, the CSI propos.l h.s precisely the defects th.t I discussed in my

10 testimony in Phase II of the 011. 1 stated:

11 -Wh.tev.r type of reBul.tory oversight is .dopt.d, it is e•••nti.l
12 that cellul.r ••rket. be consid.red as the .ppropri.te fram.vork
13 of an.ly.is. not the individual carrier. in the ••rket.. The tva
14 c.rrier. dir.ctly coapete in e.ch m.rket. and any r.Bul.tory
15 fr.mevork which doe. not recoanize this e.senti.l econo.ic f.ct
16 vill be seriou.ly fl.v.d •••• Thus. price or price bands set on an
17 individu.l c.rrier b.sis vill not recoanize .dequately the
18 es.ential n.ture of this coap.tition.- (St.te••nt of Profeslor
19 Jerry A. Hau•••n. p. 25)

29 The CSI propos.l. since it is rate of r.turn type reBul.tion b••ed on the

21 COlts and return of e.ch c.rrier. l ••d. to .ianificantly different price. for

22 the competing c.rri.r. in the .... c.llul.r m.rk.t••••1. Hr. Xinl" propo••l

23 hal • 14% differ.nc. in p.ak p.riod r.t.. in La. Anlele. between the tyO

24 carriers despite .n •••umed equal r.te of return. Re.l competitive .arkets do

25 not beh.v. in this maDD.r bec.u.e when tvo products .re very clo.e sub.titutes

26 th.ir pric•• will be v.ry clo.e al.o. Only. aisguided regul.tory propos.l

27 would a~teapt to ke.p the. f.r .p.rt .nd vill le.d to l.rge .hift. of

28 cUltomers .nd relultinl econoaic in.fficiency .1 one IYltem becomes much more

29 highly utilized than the other .ystea. Thus, as I It.ted in my testimony in

30 the 011. rate of return regulation is very ill-suited for competitive markets.
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1 The CSI proposal of ·back door· rate of return regulation ignores competitive

2 realities and creates the type of problems which I discussed in my previous

3 testimony.

4 18. Q. Earlier. CSI and Hr. King recommended rate of return regulation

5 as a necessary requirement to make the reseller svitch a viable proposition. 11

6 Bave they changed their views?

7 A. Hr. Xing continues to offer rate of return regulation as one alternative.

8 Bowever. probably recognizing that his proposition would require the

9 Commission to reverse its nearly three years of work and change its order that

10 rate of return regulation is inappropriate in the cellular industry. he now

11 proposes an additional alternative. 17 The general purpose of the ne.

12 alternative remains the sue: an economically inefficient transfer of

13 revenues from the carriers to the re.ellers. The tran.fer propo.ed by Hr.

14 Xing is misguided because it is the carriers who have taken the risk of the

15 investment in the cellular systems and the return for that investment is

15 appropriately left with the carriers, as the Commission recognized in its

17 Pha.e. I and II order. It will result in economic inefficiency because it is

18 an alternative revenue .haring scheme that i. dependent upon inflated costs

19 designed to create a protectionist price umbrella. leading to higher consumer

20 price. in what otherwi.e would be competitive retail market. As I testified

21 in my appearance in the firlt part of the Phase III hearings on the cost

22 allocation methodololY. this i. preci.ely the behavior one would expect from

23 co.petitor. in a competitive market .eeking to u.e the regulatory proce.s for

24 inefficient protection.

25 19. Q. Doe. the CSI proposal increase competition in the cellular

26 l' Please .ee Appendix A for reference. to CSI's and Hr. Xing'l previous
27 Itate.entl on thil topic.

21 17 Pleale see Appendix B for reference to these previous Commillion
29 Itate.entl.
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1 indultry?

2 A. Th. CSI propo••l i. unlik.ly to incr•••• coap.tition. Th. propo••l puts

3 an inefficient co.t .tructur. in pl.c. th.t vill be difficult to regul.te for

4 y••rl to come b.c.u.. it introduc.. co.t b••ed (and r.te of return) regul.tion

S into. competitive indu.try. Th. likely outcoa•• of the CSI propos.l .r.1

6 (1) Co.t. and pric•••r. likely to b. high.r. Economic efficiency will

7 d.cr•••••

I (2) According to enline.rinl an.ly.il. the c.llul.r .y.t.a. will be 1•••

9 reli.bl•• (See Hr. Ch•••her'. te.tiaony)

10 (3) Futur••dvanc•• in t.chnology and ri.k t.kinl will be h.mpered.

11 (4) The propo••l provide. more for .n incr•••• in r.gul.tion th.n an

12 incr•••• in coapetition. The re.eller .witch propo••l i. yet another

13 .tt.mpt .t co.t b•••d .nd r.t. of r.turn regul.tion, not incre•••d

14 competition in c.llul.r t.lephone.

lS 20. Q. Do•• this coapl.te your teltiaony7

16 A. Ye••
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APPINDIX-A

CSI Pha•• II 0R.nin. Co...nt"

1. -CSI'. propo.al only .at., .cono.ic and co.p.titiv•••n•• if
whol••al. c.llular carri.r. ar. r.quir.d to unbundl. the ba.ic
••rvic••l ...nt. of vhol•••l. c.llular lervic. and offer luch
lervice ele..nt. at cOlt-b••ed nondi.criain.tory t.riffed rate. to
.witch-b.,ed r•••ller•• - p. 1.

2. -To derive • cOlt-b••ed nondi.criainatory unbundled vhol•••le
cellul.r t.riff••irttae can be weilhted ., • function of the co.t
of con.truction •• vell •• stand.rd utility re.,on.ble r.te of
r.turn on the inv.st.ent by the rCC-lic.n.ed cellul.r ezchanle
c.rri.r in it. tow.r site .nd equip.ent.- pp. 4-5.

3. -CSI r.que.e. that the Co..i •• ion dir.ct McCaw and other PCC­
lic.n••d c.llul.r .zchan.e c.rri.r. to !aple.ent th••e principle.
in • cOlt-ba••d. nondi.criainatory unbundl.d whole••le tariff.­
p. 7.

4. -Addition.lly. und.r CSI'. propoled plan•••witch-b•••d cellular
relell.r. Ihould be .l.o.bl. to purch••e Type II interconnection
fro. the LIC. •• well.. co.t-b••ed t.riff.d int.rconnection
.rr.n.e..nt. with cellular c.rrier, equiv.lent to tho.e c.rri.r.'
interconnection with LlC••0 that .11 c.llul.r ezchan.e carrier.­
-both re.eller. and rCC-licen.ed cellul.r c.rrier.--can provide
econo.ic.l network. to their u.er•• - p. 10.

5. -[Aldditional int.rconnection i ••ue. concern the network.
con.tructed by reC-licen.ed facilitie.~ba••d c.llular c.rrier. to
which re.eller. do not pre••ntly have co.t-b••ed nondi.criain.tory
t.riff.d .cc•••• • p. 12.

6. ·Cere.iDly. the identification of the ba.ic I.rvic••l ••ent. of •
cellular .,.t.. could be det.raiD.d by aDaly-ina the COlt of
c.llular ba.. Itation., the co.t of .witchiD. of cellular chann.ll
al with the proper allocation of ••neral and adainiltr.tiv.
COlt to the whol••all and r.tail divi.ion. of the
facilitill-bal.d carriln. 'a..d on ebb inforaation. • co.t
ba••d aoadi.cr1ainatorytariff could b. foraul.t.d.· pp. 12-13.

CSI Ph••• II 1e,11 Caa.ent"

7. -A•• r'lult. DIA r.coaaend•• and CII concur., that. co.t-b•••d
unbundl.d nondi.criainatory tariff would.alla. for purcha•• of
B••ic S.rvic. Il••ent. by .witch-ba••d re••llere. which. in turn.
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CaD provide enhanced .ervice. in co.petition with the FCC-lic.n••d
facilities-ba.ed c.llular carri.r.- p. 4.

8. .., .a, of ezaaple. the followinl .nhanc.d service. could b.
provided by ••witch-ba.ed re••ller. if a co.t-ba.ed
nondi.cri.inatory whol••ale tariff va. required.- p. 4.

9. -Thu., CSI requ••ts that the Coaaission formally approve all
.le••nt. of its .witched-b.s.d c.rtificat.d r.l.ll.r proposal .nd
unbundle the whole.ale tariff. of the FCC-lic.n.ed carrier. at
cost-ba••d rat.s .nd on nondiscrimin.tory t.rms and conditions.­
p. 5.

CSI Pha.e III O,eninl Co..ent.a

10. -The concept of a re.eller .witch po.e. no technical probl••••••
d••on.trat.d by the multiple .witche. alr••dy in op.ration in the
larl.r .SA. in California. The priaary unre.olv.d i ••ue rel.t••
to pricinl. The only s.rvice that the re••ller .u.t obtain fro.
the c.llular carri.r i. r.dio chaDDel .cc.... By aDd larle. mo.t
of the ••rvic. el••ent. bundled into cellular carri.r.' whol•••l.
tariff. ar. not requir.d by a re••ller op.ratinl it. own ••itch.­
p. 5.

11. -The pric. of ba.ic .ervic••le.ent. of a c.llul.r .y.t•• can be
identified by analysinl the co.t of c.llular ba.e .tation•• the
co.t of ••itchiDl. and the co.t of adaiDi.terinl the whol••al. and
retail diyi.ion. of the facilitie.-baled carrier.. * * * Ba.ed
on this inforaation, a cOlt-ba.ed. unbundled, nondilcri.inatory
whole.ale tariff with a rea.onable rat. of return for the cellular
carrier could be foraulated.- pp. 7-8.
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APPENDIX I

The Co..i.,ion reviewed an entire ranle of re.ulatory
option. and concluded in Deci.ion 90-06-025 that co.t-ba.ed re.ulation
would be inappropriate and would retard the rapid Ixpan.ion of sirvice
and u.e of new technolo.y in this de.llopin. and coapetitive industry.

(i) -[C)o.t of .ervice r1lulation of whole.ale price. i.
proble..tic in a co.petiti.e indu.try like cellular that i.
underloin. rapid technololical chanle.- p. 15.

(ii) -D.89-10-031 articulated at .o.e lenlth our findinl that
technololical innovation and co.t cuttinl are hindered by
such relulation.- pp. 15-16.

Ciii) -The cc.petiti.e duopoly .arket .tructure introduce. other
co.plication. that would .ate it even .ore difficult [than
it i. in .onopoly .arket.) to achie.e efficiency throuih
co.t of .ervice re.ulation.- p. 16

(i.) -Carrier. differ in their n~ber. of cUlto..rl. precile
service area.. equip.at. aJid in nuaeroul other charac­
teri'tic. that affect COlt.. Ve would ~e faced with .ettin.
different price. or different allowed rate. of return: the
foraer would artificially bial the aarket toward. one
carrier while the latter could be attacked on fairnel'
Iround•• - p. 16: .ee al.o. pp. 93-94 ('indinl' 17. 18).

(v) -lteep!D& in .ind the intent to pro.cu co~etition for a
di,cretionary .ervice [.uch a. cellular). rate••hould
continue to be ba.ed on the aarket. - p. 59.

(.i) -In the cell.lar indultry. there 11 no bottleneck .onopoly.
thil il a 4ilcretionary .ervice. and teChnolOlical chan.e
'uut le"ice ezpanlion are key illue•• - p. 59.

(vii) .~ direct coetrol of cellular pricel throuah COlt of
I."ice or rate of return re.ulation il inconliltent with
~ .aet t.portant reaulatory loall of pra.otinl tecbDo­
10lical adftac:e..nt. the ezpanlion of ••"ice. and .conoaic
efficiency.- p. 100 ('indinI90).
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